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THE AGED DISTILLED SPIRITS COMPETITIVENESS ACT:
INCREASING KENTUCKY'S ECONOMIC OUTPUT WHILE
LEVELING THE PLAYING FIELD FOR KENTUCKY
DISTILLERIES
Drake Stapies*
INTRODUCTION

More bourbon, a cause most people can support.' In fact, even the
fiercest of political adversaries can find common ground over a glass of
America's native spirit.2 A bill proposed in the 1 1 3 th Congress, the Aged
Distilled Spirits Competitiveness Act, would provide for the continued
growth of the bourbon and distilled spirits industry by allowing distilleries
to exempt certain costs incurred during their product's aging process from
the uniform capitalization rules. 3 This would be accomplished by
eliminating the requirement that the aging process be included in a
distilled spirit's production period.4
Under current law, bourbon distilleries, and other distilleries that
produce aged spirits, are required to capitalize expenses incurred during the
aging process because the product is treated under normal inventory rules.'
This puts bourbon distilleries, as well as distillers of products with similarly
long aging periods, at a competitive disadvantage when compared to
companies who produce vodka, gin, and other products that have a
substantially shorter aging period but an indistinguishable tax treatment.
The proposed legislation would exempt distilled spirits from the normal

* Executive Operations Editor, KY.J. EQUINE, AGRIC. &NAT. RESOURCES L., 2015-2016;

B.B.A. 2013, University of Kentucky;,J.D. expected May 2016, University of Kentucky College of Law.
'See The Results Are in: New Study ProvesKentucky Bourbonon Cusp of Golden Age, KY.
DISTILLER'S ASSN (Oct. 21, 2014),

http://www.kybourbon.com/the-bourbon_renaissance_new-study-presents-proofofsignature-indu
strys res/.
2

"BourbonSummit"with Obaa WillHappen, McConnellSays, CBS NEWS (Nov. 15,2014),

bttp://www.cbsnews.com/news/bourbon-summit-with-obama-wiU-happen-mcconnel-says/.
'4 SeeAged Distilled Spirits Competitiveness Act of 2013, H.R. 2312, 113th Cong. (2013).
Id.
'Barr Introducesthe Aged DistilledSpirits CompetitivenessAct of2013, CONGRESSMAN ANDY
BARR (Jan. 10, 2013), http://www.barr.house.gov/media-center/press-releases/barr-introduces-theaged-distilled-spirits-competitiveness-act-of-2013.
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inventory rules, and would allow distilleries to receive a deduction for
inventory expenses related to storing the product, including interest
expenses.6
This Note explores whether companies that produce aged distilled
spirits (primarily bourbon) would be more fairly taxed if they were able to
classify their product as inventory once it has reached the warehouse
(aging) stage. In particular, this Note will argue that the benefits the Act
would provide to the Kentucky distilling industry outweigh any potential
downside.
As of 2013, the aged distilled spirits industry accounted for forty
percent of all distilling employment in the United States and fifty percent
of distilling industry wages. 7 In determining whether aged distilled spirits
are appropriately taxed, this Note will contemplate the uniqueness of these
products' manufacturing processes and the potential for job growth,
preservation of a national heritage, increased economic output, and
potential for agricultural growth. All of these factors will then be weighed
against the underlying reasons for uniform capitalization rules explained in
other scholarly works, public policy, and notions of fairness.
The process of manufacturing bourbon is unique from other
spirits. While the process is similar to that of whisky distillation, it should
be noted that "all bourbon is whisky, but not all whisky is bourbon."
Bourbon distilling is a unique craft that traces its roots back as far as 1774.'
The product, originally a variation of traditional Scottish whisky, derives
its name from Bourbon County, one of the nine original counties in
Kentucky.1 °
Bourbon is differentiated from its whisky counterpart in details that
many would never notice. "All straight bourbon whiskey producers
currently use a sour mash method."1' The mash is typically composed of
around seventy percent corn with the remainder, depending on the
distillers' preference, composed of wheat, rye, or barley.12 "This grain is
ground up, mixed with water, and usually mixed with mash from a previous

6 See

id.

'Barry Kornstein &Jay Luckett, The Economic and FiscalImpacts ofthe DistillingIndustry in
Kentucky, KY. DISTILLER'S ASS'N 1, 2 (Oct. 2014), availableat http://usi.louisville.edu/wpcontent/uploads/2014/12/KDA-Economic-Impact.pdf.
'Makers Mark Distillery, Inc. v. Diageo N. Am., 679 F.3d 410,414 (6th Cir. 2012).
9 Id.
'o Id.
"Bourbon whiskey, WHISKEY.COM,

https://www.whisky.com/information/knowledge/production/overview/how-bourbon-whiskey-ismade/bourbon-sour-mash.html (last visited Jan. 10, 2015).
12 Id.
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distillation. 3 This previous mash is added to warrant consistency across
batches, and is known as a sour mash."14
Later, yeast is added to the mash and allowed to ferment.15 The
fermented mash is then distilled to the sixty-five to eighty percent alcohol
range (approximately 130 to 160 proof). 6 The resulting product is a clear
spirit that retains the traditional bourbon taste, consistency, scent, and
finish as it undergoes the aging process. 7
During aging, bourbon whisky is placed in a new, charred white oak
barrel.18 The barrel must be new for the bourbon to retain its signature
color and flavor. 9 Central to the arguments in this Note, the more color
and flavor bourbon whisky retains, the longer it has been aged. 20
Additionally, bourbon retains its taste, color, and finish particularly well in
Kentucky because of the alternating seasons. 2'
Kentucky's drastic changes from warm to cold weather cause the
barrels to expand and contract.22 Each time the barrel expands or contracts,
it soaks in the natural flavor of the charred oak barrels.23 "After aging, for a
minimum of two but often in excess of four years, the bourbon whiskey is
withdrawn from the barrels and mixed with water to not less than eighty
proof. It is then typically bottled and ready for consumption."24
From the perspective of those in favor of passing of the Aged Distilled
Spirits Competitiveness Act, it seems clear that the Act would spur
economic growth and level the playing field for an industry that is entering
its "golden age."2" However, an exception to the uniform capitalization
requirements must be justified. This Note argues that economic factors,
and the uniqueness of aged distilled spirits, warrant an exception to the
general rule that costs incurred during the aging process must be
capitalized expenditures.

13Id.
14 Id.

Is Id.
16Id.
17Id.
18Id.
19Id.
20id.
21

See Tom Kimmer, Bourbon, Barrels andClimate, THE BOURBON REV.,

http://gobourbon.com/bourbon-barrels-climate/ (last visited Sept. 15, 2015).
22See id.
23See id.
24See WHISKEY.COM, supra note 11.
25 See Gregory

A. Hall, DistillersSee 'GoldenAge'for Bourbonin Kentucky, USA TODAY (Oct. 21,

2014), http://www.usatoday.com/story/moncy/business/2014/10/21/dis iiers-see-golden-age-forbourbon-in-kentucky/17680731/.
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Critics of the bill have been silent because it has not received a vote in
Congress. However, it is safe to speculate that their primary concern will be
the overall tax implications of creating such an exception to the uniform
capitalization rules. Opponents would likely argue that overarching tax
policy would not benefit from the creation of this exception. This Note will
explore that argument by analyzing six of the principal arguments in favor
of departing from the normative capitalization rules. These will be used as
a balancing tool, to test whether these policy arguments are valid. 26
Additionally, critics will likely point to other types of alcohol, like wine,
which also have a long aging process but would not be exempted under a
strict reading of the proposed law.
The exception proposed in the bill raises an important and novel
concept: whether notions of fairness justify exceptions to the normal
treatment of a product undergoing an extended manufacturing process.
Advocates of this bill, including all Kentucky distilleries and the entire
Kentucky Congressional delegation, argue that the uniqueness of the
distilling industry, coupled with economic and agricultural benefits,
outweigh counterarguments regarding the tax policy against creating an
exception to the uniform capitalization rules. 27 Also, these groups do not
believe that treating distilled spirits as inventory and allowing an
immediate tax deduction would be an unfair competitive advantage.2"
Deciding whether bourbon in the aging process should count toward a
distillery's inventory, allowing them to expense related costs, or whether
costs should be capitalized, has been a historically difficult question. In
Schultz v. Commissioner, the Tax Court held that expenditures during the
aging process must be capitalized. 29 That court reasoned that,
[alt any given point of time, [four]-year-old bourbon is
ordinarily more valuable than [two]-year-old bourbon,
which in turn, is more valuable than straight or unaged
whisky. The cause of this added value is not the passage of
time alone, but the passage of time coupled with a chemical
change in the whisky itself.3"

26See Ethan Yale, When Are CapitalizationExceptionsJustified?,57 TAX L. REV. 549, 550 (2004).
27SeeJudson Berger, Whiskey Rebellion? Kentucky Lawmakers Want Tax ChangeforBourbon

Distillers,FOX NEWS (May 26,2011), http://www.foxnews.com/politics/2011/05/26/whiskeyrebellion-kentucky-hawmakers-want-tax-change-bourbon-distiUers/.
28Id.
29Schultzv. Comm. of Internal Rev., 50 T.C. 688,696-97 (1968).
30Id. at 696.
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The court went on to hold that "the mere fact that the market value of
the whisky increased during the period of [a distiller's] ownership of the
warehouse receipts would not preclude the deductibility of expenditures.
The economics of the marketplace do not per se affect the issue of
deductibility versus capitalization.""' The basis for the Schultz court's
decision was found in the underlying facts of the case, such as the
distillation date being marked on barrels before they were warehoused, and
the overall improvement of the product as it ages."
Further complicating this analysis is a contrary holding by the Internal
Revenue Service (IRS) in Heaven Hill Distilleries,Inc. v. United States. In
that case, the IRS relied on precedent from various jurisdictions to
determine that the distiller was able to expense costs in the year they were
incurred because the aging period constituted "storage" rather than
"manufacturing."33 The court recognized that its decision was not in accord
with the Schultz decision, but differentiated factual circumstances in each
case.

34

The court also relied heavily on Van Pickerill & Sons, Inc. v. United
States, which distinguished Schultz. 53 In Van Pickerill & Sons, the United

States Court of Appeals for the Seventh Circuit recognized that it was
difficult to make a distinction between storage costs that are normally
allowable as an expense and those that are incurred by the distillery. 36 Prior
to appeal, the district court had held that storage costs were deductible in
the year incurred.37 On appeal, the Seventh Circuit affirmed the district
court and held that they could not find the prior district court ruling,
allowing the costs to be expensed as incurred, to be clearly erroneous.3"
However, the court recognized that the aging process has characteristics of
a work in progress, which would normally require capitalization of the
expenditures. 39
It is clear from these cases that this is an area of the tax code with a lot
of ambiguity. Courts have seen the aging process in different ways, giving it
completely different tax treatment based on slightly different factual
scenarios. Due to this, legislation is needed to clarify what tax treatment
would best serve the interests of distilleries and the government.

31Id. at 695.
31Id. at 691-92.

33In re: Heaven Hill Distilleries, Inc. v. United States, 1974 WL36075, at *1(1974).
34
Id.at 2.
3
1Id.at 1.
36Van Pickerill & Sons, Inc. v. United States, 445 F.2d 918, 920 (7th Cir. 1971).
371Id.

31Id.at 922.
39Id.
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The Aged Distilled Spirits Competitiveness Act should be enacted into
law. Part I of this Note explores the benefits of the Act. Specifically, three
different types of benefits are explored: economic growth due to increased
output; agricultural benefits from the use of corn, wheat, barley, and rye;
and increased fairness resulting from changing an incorrect uniform tax
treatment. Part II of this Note focuses on tax policy that would discourage
enacting the legislation. Within this part, the analysis in Ethan Yale's note,
"When Are Capitalization Exceptions Justified?" will be applied to the
circumstances around this issue to determine whether or not a
capitalization exception is justified. Part II will also discuss notions of
fairness by comparing bourbon with products like wine, a similar product
with a long aging process, and how its aging expenditures are capitalized,
which might come into conflict with the Aged Distilled Spirits
Competitiveness Act. Finally, Part III will argue that, after weighing the
arguments for and against the Act, the creation of this exception is
warranted. This Note will conclude that this legislation should be passed.
I. BENEFITS OF THE AGED DISTILLED SPIRITS COMPETITIVENESS
ACT
The Aged Distilled Spirits Competitiveness Act has not yet received a
vote in Congress. Therefore, discussion on the bill has been limited. To
narrow down the positive and negative aspects of the legislation, this Note
focuses on weighing the potential benefits against the potential downside.
The first part of the discussion focuses on how the distilling and agriculture
industries, particularly in Kentucky, would benefit from the growth in the
bourbon industry that would result from enactment of the Act. In addition
to economic and agricultural benefits, the first part also considers the
overarching notions of fairness that our tax code tries to achieve, and
whether or not allowing distilled spirits undergoing their aging process to
be considered inventory would further these notions.
A.

Economic Benefits

A significant economic impact would create a great incentive to pass
the proposed legislation. Although its primary benefit would be in
Kentucky, which is the main focus of this note, there is clear evidence that
its impact would be felt elsewhere as well. Legislators should consider the
Bill's economic impact and weigh its substantial benefits against the
broader tax policies that might disfavor the bill.
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The production and manufacture of bourbon products are major
contributors to Kentucky's economic well-being.4°A 2014 study by the
Kentucky Distillers' Association found thirty-one companies operating
with a Kentucky distiller's license.4 1 At that time, Kentucky distillers
employed 3,594 people at an average salary of $91,188.42 This represents a
ten percent increase since 2012 in the number of Kentuckians employed in
the distilling industry.43
Additionally, the distilling industry is more stable than the American
manufacturing industry. This is evident in the fact that "since the turn of
the century, [d]istilling industry employment is up 20.8% . . . while
manufacturing employment as a whole is down 26.3%." 4 ' One of the more
telling statistics of the bourbon industry's impact on the Kentucky
economy is seen in its percentage of gross state product. In 2012, the U.S.
Bureau of Economic Analysis estimated the Commonwealth's gross state
product at $178 billion.4 5 Of this total, the distilling industry contributed
$1.7 billion in product, which accounts for 1.7% of the total output.46
As can be seen in the aforementioned statistics, the distilling industry
constitutes a substantial portion of the Kentucky economy. Passing the
proposed legislation would spur growth in the industry and create an even
larger boom than we are currently experiencing. Further, the industry
creates sustainable, well-paying jobs as evidenced by the industry average
7
salary of $91,188.1
In conclusion, the economic benefits that would result from passing
the Aged Distilled Spirits Competitiveness Act weigh heavily in favor of
passing the Act. This part of the analysis should be heavily considered
when weighing potential benefits against the potential downside.
B. AgriculturalBenefits
Kentucky's economy relies heavily on its production and exportation of
agricultural products.4" The distilling industry is particularly relevant to the

'Ryan Valentin, Milk and Other IntoxicatingChoices: Official State SymbolAdoption, 41 N. KY.
L. REV. 1,21 (2014).
41Kornstein & Luckett, sup ra note 7.
41Id. at 2.
43id.
44Id.

4"Id. at 13.
46Id.
41Id. at 2.
41See generallyKevin Heidemann &Tim Woods, The ImportanceofExports to Kentuckys Ag

Economy, KYAGR.COM, http://www.kyagr.com/pr/kanonline/June182012/The-importance-ofexports-to-the-Kentucky-ag-economy.htm (last visitedJan. 11, 2015).
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agricultural industry because it uses a large number of agricultural products
as inputs for its products. Furthermore, most distilleries in Kentucky are
generally located in rural areas, providing jobs and increased economic
benefits for farm areas. There are two ways that Kentucky's distilling
industry has an economic impact on the Kentucky agriculture industry.
First, the distilling industry greatly impacts agriculture through the
purchase of agricultural products necessary to create their product.49 For
example, wheat, barley, rye, and corn are often purchased from nearby
farmers, giving a substantial stimulus to the state's economy" ° . The
industry also helps the agriculture industry through its byproduct, which is
commonly used as a livestock feed supplement."1
The greatest impact that distilleries have on Kentucky's agricultural
industry comes from the purchase of agricultural inputs for their product.
Currently, Kentucky distillers purchase about forty-percent of the grains
used in their processes from in-state farmers.5 2 "These purchases support
about 1,360 farm jobs and $56 million in farm output in Kentucky, while
also supporting an additional 100 jobs in the agricultural support sector,
which has a payroll of $2 million."53 It was recently reported that there is
the potential for up to $89,000,000 in additional sales by Kentucky farms.5 4
At maximum output, Kentucky farms could support an additional 1,660
Kentucky farmers could
jobs with a payroll exceeding $8,900,000.
potentially supply up to eighty-percent of the in-state distilleries' grain
needs, which would nearly double the distilling industry's impact on the
agriculture sector.5 6 Currently, Kentucky distilleries purchase about fifty
percent of their corn needs and twenty percent of other needs (wheat,
5 7
barley, rye) from local farmers.
In addition to the impact made by distilleries through their purchase of
local inputs, there is also a benefit that comes from the byproduct of the
distillation process. The grains that remain after the completion of the
distillation process are commonly used as a feed supplement for livestock
(usually cattle) .s The byproduct can be used either in "wet" form or "dry"

See Kornstein & Luckett, supra note 7, at 4.
"'
50
id.

s"See Biofuels Co-Productsin Animal Feeds,UNIV. OF MINN.,
http://www.biofuelscoproducts.umn.edu/ (last visited Dec. 12, 2015).
2 Kornstein & Luckett, supranote 7, at 4.
5

3 id.

Id. at 36.

14

55
16

id.

Id.at 4.

57 Id.

"' UNIVERSITY OF MINNESOTA, supra note 51.

2015-2016] THEAGED DISTILLED SPIRITS COMPETITIVENESS ACT

215

form. 9 Industry experts expect up to 14 metric tons of this byproduct to be
available to farmers in the coming years. 60 Fortunately for Kentucky
farmers, wet grain, the most common form, has a short useful life and is
only economically viable within an hour drive of the source. 6 Currently,
much of this byproduct goes to farmers for free.62 The Kentucky Distillers'
Association study previously cited estimated that about $2,500,000 was
given away in 2013.63 In addition to the byproduct's use as a feed
supplement, research is currently being conducted at land grant universities
to find more uses.

64

This could lead to growth in other sectors of the
5

6
Kentucky economy such as ethanol production.
There is clearly room for the distilling industry to grow with regard to
its impact on the agricultural economy. The statistics demonstrate that
Kentucky farmers have the ability to take on more demand, and that the
distilleries, even in their rapid growth, would benefit from buying products
closer to where the final product is manufactured. Furthermore, the
byproduct of increased distillation would be very beneficial to the Kentucky
economy. Using spent grains for purposes other than as a feed supplement
is a relatively new and unexplored area. However, similar to other
agriculture products like hemp, the byproduct provides a unique
opportunity for the state. Kentucky also stands to benefit the most from the
byproduct because of its location relative to the waste sites (distilleries).
In conclusion, the passage of the bill would have a significant impact
on the agricultural economy of Kentucky. If the bill would lead to a
growing distilling industry, as proponents say it would, this would
unquestionably cause a ripple effect of growth in the agricultural sector of
Kentucky's economy.

C. IncreasedFairness
There is little doubt that this legislation would cause a significant
economic boost or that it would have a substantial, positive impact on
Kentucky's agricultural industry. However, the same could be said of nearly
every tax exemption ever proposed. Exemptions to capitalization rules are
generally allowed when notions of fairness weigh heavily in favor of the
59

UNIVERSITY OF MINNESOTA, supra note 51.
MoreAbout DistillersGrainsBy-Products,UNIV. OF MINN.,

http://www.ddgs.umn.edu/homemore/index.htn (last visited Jan. 12, 2015).
61Kornstein & Luckett, supranote 7, at 4-5.
612See id. at 5.
63 Id.

64 UNIVERSITY OF MINNESOTA, supranote 60.
65 id.
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exemption. In the case of aged distilled spirits, there are sound arguments
in favor of abandoning the status quo tax treatment in order to give a more
favorable and horizontally equitable treatment to the distilleries. However,
there are also very good arguments on the other side, such as the notion of
fairness, which tend to favor treating distilleries the same as other longterm manufactured products.
The primary argument in favor of passing the legislation is that the
current tax treatment is unfair to distillers of spirits that require a long
aging process for marketability.66 Bourbon producers argue that the current
tax structure limits their ability to be competitive on a global scale because
they do not have an even "playing field."6 7 This equal treatment argument
is based upon the idea that most benchmark spirits do not have a
comparable aging period. As a result, they can offer products at a lower
price. The Aged Distilled Spirits Competitiveness Act would lessen this
disadvantage and give Kentucky distillers a more marketable product on a
national and international scale.
In conclusion, the benefits to passing this bill are easy to see. Economic
growth, agricultural evolution and growth, and notions of fairness are all
legitimate arguments that favor passing the Aged Distilled Spirits
Competitiveness Act. However, any tax deduction proposed in an era
known for government fiscal dismay will be met with harsh criticism.
II. THE BILL'S DOWNSIDE
As previously mentioned, it is difficult to forecast opposing arguments
because this Bill has received very little attention from lawmakers outside
of the Kentucky delegation. The second part of this Note will use an
unconventional method of determining whether or not this bill would be
sound policy. First, this Note will discuss the elements that justify
exceptions from the uniform capitalization rules outlined in Ethan Yale's
Article. These elements will be independently considered and weighed
against the net benefits of passing the legislation, and considered
collectively with the other arguments against the Bill. Additionally, the
second part of this Note will discuss how notions of fairness might suggest
that this would be bad legislation.

6BARR,

67 id.

supra note 5.

2015-2016] THE AGED DISTILLED SPIRITS COMPETITIVENESS ACT 217
A.

Six-Part Analysis for Justiofing an
CapitalizationRules

Exception to

the

Uniform

The Yale Article, which is at the heart of this Note's analysis, gives "a
systematic analysis of the arguments in favor of departing from the
normative of first-best capitalization rule." 68 First, it is appropriate to
create exceptions to the uniform capitalization rules when capitalization is
harmful due to the near impossibility of setting rational, effective
depreciation rules for certain things.69 This would apply in instances where
the useful life is hard to determine, or where the market value might
fluctuate significantly relative to the basis value.
The second part of the analysis considers the corporate double tax. It
argues that, "severe departure from the normative capitalization rules with
respect to intangible capital, the bulk of which can be classified as business
goodwill, is necessary to offset corporate double tax."7"
The third part of the analysis, and possibly the strongest argument in
favor of departing from the capitalization rules in this particular instance,
says that when there is a steady pattern of continued investment the net
result of expensing and capitalization are similar.7 1 This would apply to
bourbon producers because they are consistently making profit.
Next, Yale's method of determining whether a capitalization exception
is justified considers the administrative costs associated with capitalization.
This part says that, at least for short-term assets, it is more efficient to
expense costs rather than capitalize.72
The fifth part of the analysis contemplates whether the cost of repairs
should be deducted based on governing precedent.73 Finally, Yale mentions
the common argument that "[i]ndirect costs should be expenses when it is
too burdensome either to identify them, or to allocate them when they
relate to more than one capital asset, or both."7 4
In arguing that an exception to the uniform classification rules should
be made for bourbon, the first prong of Yale's analysis is not very helpful.
Generally, it is simple to apply a depreciation schedule to bourbon because
its production is routine and its manufacturing time is well known. The
second part of the analysis is also inapplicable in this instance because there

"Yale, supra note 26, at 549.
6Id.at 550.
70

id.

71 id.
72 id.

73id.
74

id.
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is no intangible capital, such as goodwill or intellectual property rights, at
stake.
As previously mentioned, the third prong of the analysis is likely the
strongest argument in favor of departing from the uniform capitalization
requirement. In the case of bourbon distilling, there is a steady stream of
investment, as thousands new barrels are routinely filled each year. This
analysis would say that the net effect of this exception might not actually
have much of an impact because expensing would simply fill the role of
what would otherwise be depreciated. 5
The fourth part of the analysis considers the administrative costs
associated with allocating capitalization rules to short-term assets. 76 Its
applicability likely depends on how long the distillery intends on aging the
product, and the extent to which the distillery has diversified its product
offerings. For longer aging cycles, the administrative costs are going to be
relatively smaller.
The fifth part of Yale's analysis says that the costs of repairs should be
deducted.7 7 This Note considers this analysis to be inapplicable because,
during the aging process, bourbon production does not require the
repairable equipment that would be needed for the manufacturing or
production of other goods.
Finally, the Yale article notes that "[i]ndirect costs should be expenses
when it is too burdensome either to identify them, or to allocate them when
they relate to more than one capital asset, or both."7 s This would be
particularly persuasive but-for the notion that bourbon production is a very
routine, systematic process, and there is hardly any burden associated with
identifying or allocating costs to the production of these products.
In total, when looking at the six-factor test, there is a strong argument
against the Bill. The bourbon industry has little to no trouble allocating
costs. Furthermore, the net impact might not be as great as otherwise
reported because the resulting inventory expenses would merely cancel out
otherwise existing depreciation deductions.
Individually, some of these rules are inapplicable, and even disfavor
passing the proposed Bill. However, when considered collectively, along
with notions of fairness and the overwhelming benefits, the net result leads
one to the conclusion that the Aged Distilled Spirits Competitiveness Act
is sound legislation.

's See id.
76 id.

77Id.
78 id.
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B. FairnessArgumentAgainst the Bill
Just as there is a sound fairness argument in favor of the Bill, there is
also a counterargument that can be made on the same basis. This argument
is founded upon the notion that, even though bourbon is placed into
storage it is still being manufactured, and thus related expenses must be
capitalized in order to create an accurate reflection of the cost of inventory.
The idea that the bourbon is still being manufactured when it is placed into
storage is premised on the fact that while it is consumable, it is not the
anticipated finished product.
This argument is very similar to the argument for the capitalization of
expenses during the aging period of wine. Similar to wine, the
manufacturing process is ongoing as the bourbon ages. It would therefore
be unfair to give bourbon a competitive advantage over a product with a
similar production period. This argument for fairness is sound, and is the
basis for opinions that have struck down immediate expenses for costs
incurred during the aging/storage time.
III. ARGUMENT FOR PASSING THE BILL
The economic and agricultural factors contemplated in this note clearly
favor passing the Aged Distilled Spirits Act. However, portions of Yale's
six-part analysis cut against the Act.79 Furthermore, notions of fairness that
relate to this bill have both advantages and disadvantages."0 The result is
that the bill should be passed because it would spur economic growth, level
the playing field for Kentucky distilleries by properly allocating taxes, and
allow Kentucky's agricultural industry to reach its full potential.
As previously mentioned, economic factors heavily favor enacting the
legislation. Kentucky bourbon producers contribute a substantial amount
to Kentucky's gross product each year. 8" Well over 3,500 people are
employed in the industry, at wages averaging over $90,000.82 Not only does
the industry currently employ a high number of people, but unlike the
United States' manufacturing industry overall, the distilling industry is on a
steady growth trajectory. 13
Some might argue that the distilling industry does not need help in the
form of modernized tax treatment because of its strong growth. However,

79Id.
supra note 5.
See generally Kornstein & Luckett, supra note 7.
82
Id. at 2.
83 Id.
80 BARR,
SI

220

KY.J. EQUINE, AGRIC. &NAT. RESOURCES L.

[Vol.8 No.1

all bourbon must be made in the United States. 4 Because of this, the tax
treatment and stimulus given by the Aged Distilled Spirits Act would
directly benefit an industry that manufactures solely in the United States.
Therefore, unlike other manufacturing industries, a stimulus in the
distilling industry would be guaranteed to directly benefit the United States
economy without the risk of being tainted by a company moving
manufacturing operations to another country.
Not only would the bill be highly beneficial from an economic
standpoint, it would also induce growth in the agricultural industry. Like
the overall economy, distilling has a major impact on Kentucky's
agriculture industry. Kentucky's farms are capable of hiring an additional
1,600 workers with a payroll of around $8,900,000.5 Growth into full
production capacity would have a huge effect in areas that desperately need
an uptick in business, such as rural Kentucky.
As previously stated, Kentucky distilleries are only purchasing about
fifty percent of their corn supply and twenty percent of other supplies
(wheat, barley, rye, etc.) from local farmers.8 6 This leaves substantial room
for growth in the amount of locally produced supplies purchased by
distilleries. One could logically conclude that enactment of this legislation
would cause increased production of distilled spirits, which could result in
increased demand for related agricultural inputs.
Critics of this concept might argue that the enactment of this Bill
would not lead to distilleries purchasing a greater proportion of locally
produced agricultural products. However, this argument fails to consider
that even if the distilleries maintain the same local purchase proportion, the
increased production by the distilleries would naturally cause them to
purchase more inputs for their products. In fact, growth in demand for
distilled products would likely cause distillers to purchase a higher
percentage of their products close to the manufacturing point for ease of
transportation.
Beyond causing higher demand for input products grown by Kentucky
farmers, the legislation could also have a unique impact on the agriculture
industry through a byproduct created during the distilling process. Grains
that remain after the distillation process are regularly used as a feed
supplement for livestock (usually cattle).8 7
Wet grain, the most common form of feed supplement, has a relatively
short useful life and is only economically viable within an hour drive of the
Maker's Mark Distillery, Inc. v. Diageo N. Am., Inc., 679 F.3d 410, 414 (6th Cir. 2012).
sKornstein & Luckett, supra note 7, at 36.
86 Id.
'4
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source. 88 This means Kentucky farmers have a significant advantage
because they can receive this byproduct, often free of charge. 9 A Kentucky
Distillers' Association study previously cited estimates about $2,500,000
worth of this byproduct was given away in 2013.9"
In addition to its use as a feed source on farms, the distilling byproduct
can also be used in other areas, such as the manufacture of ethanol fuel and
medications.91 Currently, research is underway at numerous land grant
universities to explore the potential benefits of the byproduct.9 2
Aside from the agricultural and economic benefits, there are several
broad tax policies to consider when determining whether a departure from
the normative capitalization requirements is justified. Yale's article
explores several rationales to consider when determining whether or not an
exemption is justified. 3
The first argument in favor of creating exceptions to the uniform
capitalization requirements is that capitalization is harmful because it is
nearly impossible to set rational, effective depreciation for certain goods.94
While this seems to go against creating a capitalization exception, it is not a
very good argument. Bourbon is a cyclical product in that its production
occurs in a fairly repetitious pattern. However, distilleries are now making
a wide array of products that require different aging periods. 9 Because of
the diversified product offerings, the current depreciation schedules might
not accurately reflect future uses for the product. This creates a good
argument that depreciation is not doing what it is designed to do because it
is not accurately reflecting the consumption of the products by distilleries.
The next consideration brought forth in the Yale's article is that a
"severe departure from the normative capitalization rules with respect to
intangible capital, the bulk of which can be classified as goodwill, is
necessary to offset the corporate double tax."96 This consideration is not
relevant because the portion of the distilling process contemplated by this
note does not include any measure of goodwill.
The third argument says that when there is a steady pattern of
continued investment, the net result of expensing and capitalization are
"Kornstein & Luckett, supra note 7, at 4-5.
sId. at 5.
90Id.
91UNIVERSITY OF MINNESOTA, supra note 60.
92id.
9"Yale, supra note 26, at 550.
94Id.
9s See generallyA Vision to Make Louisville the World's Best Culinary and Spirits City, CITY OF
LOUISVILLE, availableat http:/Aouisvilleky.gov/sites/default/files/mayors-office/bourbonreportS.pdf
(last visited Jan. 21, 2015).
96Yale, supra note 26, at 550.
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similar.97 While, this is a strong argument against passing the legislation, it
is not wholly persuasive. Just because a tax policy gives a similar net result
for the taxpayer, it does not justify keeping the same, potentially unfair
treatment. Further, if the net cost to the distilleries is the same, it should
logically follow that revenues generated from the production of distillery
would not decrease as a result of granting the exception.
Next, the Yale article considers the administrative costs associated with
allocating capitalization rules to short-term assets.98 This consideration is
not particularly relevant to the bourbon aging process because very few
products would be considered short-term. Likewise, the fifth part of the
analysis scrutinizes repair costs, which are irrelevant, as bourbon aging does
not have any associated repair costs.99
Finally, the Yale article says that "[i]ndirect costs should be expenses
when it is too burdensome either to identify them, or to allocate them when
they relate to more than one capital asset, or both.""° ° As this Note
previously mentioned, there is a very strong argument that the burden
associated with identifying or allocating costs is minimal. However, this
argument is faulty because it fails to consider the diverse group of products
distilleries are currently offering. The days of one barrel creating one batch
of product are over. Now, the barrels are often mixed together to create
small batch bourbons with a more consistent taste, as well as being kept in a
single barrel to give an original taste. Therefore, bourbon production is not
as routine and systematic as it once was. This could leave distillers finding
it difficult to properly allocate costs.
Aside from the economic and agricultural benefits, and the convincing
arguments that arise from the six-factor analysis in the Yale article, there
are also notions of fairness that weigh in favor of allowing spirits' costs to
be expensed during their aging process. Distillers argue that the current tax
regime puts them at a competitive disadvantage.11 This argument is based
on the premise that they have a long aging period while competitors can
often manufacture a product in a matter of days. This is a sound argument
and certainly favors passing the legislation.
Beyond the obvious competitive disadvantage, it is also difficult for
distilleries to navigate decisions related to this tax issue. As previously
discussed, courts are entirely split on whether or not costs incurred during
the storage/aging of distilled spirits should be capitalized or expensed.

97id.
98 Id.

" Id.
100Id.
101BARR, supra note 5.
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Because of this, ambiguity exists that could easily be fixed through
legislation that directly addresses this issue, like the Aged Distilled Spirits
Competitiveness Act.
CONCLUSION

Kentucky distilleries are at a competitive disadvantage when it comes
to producing their signature product, bourbon. Notions of fairness, vast
economic benefits, and potential for substantial growth in the agriculture
industry favor passing the Bill. In addition, a detailed analysis of the tax
policy that underlies exceptions to the uniform capitalization requirements
leads one to conclude that such an exception is justified in the case of the
aged spirits industry.
Taking all of these factors into consideration, and weighing their
potential advantages and disadvantages, leads to the conclusion that the
Aged Distilled Spirits Act of 2013 should be passed by Congress to allow
Kentucky's signature industry to continue growing.

